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THE SARBANES-OXLEY ACT 4 YEARS LATER:
WHAT HAVE WE LEARNED?

WEDNESDAY, APRIL 5, 2006

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:08 a.m., in room
2154, Rayburn House Office Building, Hon. Candice S. Miller
(chairman of the subcommittee) presiding.

Present: Representatives Miller, Westmoreland, Lynch, and Clay.

Staff present: Ed Schrock, staff director; Rosario Palmieri, dep-
uty staff director; Kristina Husar and Joe Santiago, professional
staff director; Benjamin Chance, clerk; Krista Boyd, minority coun-
sel; and Jean Gosa, minority assistant clerk.

Mrs. MILLER. Good morning. Our third panelist is on his way,
and I know our first panelist has another meeting to go to, and the
ranking member said that was the sound of the “Big Dig” from
Boston, so with that we will start.

I want to welcome everyone this morning, and the Subcommittee
on Regulatory Affairs will come to order.

No one here can forget the turmoil caused by the corporate and
accounting scandals involving Enron, Arthur Andersen, and cer-
tainly WorldCom as well. And as a reaction to the shocking behav-
ior of all of these things, Congress acted very swiftly to pass legis-
lation aimed at restoring order and trust in our Nation’s financial
markets, and with very good reason.

After all, financial investment in our public markets and public
companies is good not only for the companies, but for the financial
security of average Americans. The more liquid our financial mar-
kets, the less expensive it is for American companies to raise cap-
ital, to grow their business, and to provide investors with a healthy
return on their investment. This system encourages small compa-
nies to expand and it is also a recipe for dynamic growth in the
job market.

The Sarbanes-Oxley Act tried to restore investor confidence in
the stock market by restricting accounting firms from performing
a number of services for the companies that they audit. The act
also required new disclosures for public companies and for the offi-
cers and directors of those companies. Among the other issues af-
fected by the legislation are securities fraud, criminal and civil pen-
alties for violating the security laws, blackouts for inside traders of
pension fund shares, and protections for corporate whistleblowers.
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However, Congress might have acted just a bit too quickly as
many unintended consequences have made the law more costly to
business and to small businesses, in particular, than originally
thought. We are holding this hearing today to examine some of
these consequences and to look at possible solutions.

Oftentimes it is very hard for policymakers to evaluate the cost
and benefits of a regulation or a piece of legislation. In the case of
Sarbanes-Oxley, we now have data which suggests that the cost of
complying with specific provisions of the act is much greater than
the actual benefits.

For example, while the SEC initially estimated the cost to com-
ply with Section 404 to be about $91,000 per company or $1.24 bil-
lion in the aggregate, multiple studies pegged the actual compli-
ance cost at %35 billion, which is, of course, nearly 30 times the
original estimate.

But let’s put this in perspective: Section 404 is only 168 words
long, and if you use the $35 billion figure, that is almost $21 mil-
lion per word, and that is just the initial startup cost.

As well, Section 404 has hit small and mid-size firms the hard-
est: as a percentage of revenue, smaller issuers in 2004 spent 11
times more on the Sarbanes-Oxley implementation than did larger
companies. Micro-cap companies, with revenues under $100 mil-
lion, saw an 84 percent increase in outside audit fees as a result
of the law. Small cap companies with revenues between $100 mil-
lion and $700 million saw a 92 percent increase in audit fees. And
S&P 500 companies saw an increase of 55 percent in their audit
fees.

Smaller companies have limited resources which are now being
allocated to Section 404 compliance, and there is great concern that
the regulatory burden of Section 404 is currently diminishing their
competitiveness through higher operating costs and management
distraction from business opportunities and other risks.

In addition to these high out-of-pocket costs, there may also be
an opportunity cost that accompanies Section 404. When a com-
pany spends over $4 million a year to comply with a single regula-
tion, they are unable to direct those substantial resources into cap-
ital formation, employee benefits and salaries, or even stock divi-
dends. Moreover, the largest potential cost of Section 404 has yet
to be quantified; the loss of opportunities for the American public
to invest in small and innovative firms that have either delisted,
gone dark, or declined to go public.

These corporate managers have determined that the cost of being
a public company is no longer outweighed by the benefits the firm
gained through access to the deep liquid markets of the American
Stock Exchanges. Removing a company from the public exchanges
is costly to a firm in terms of lost prestige, decreased liquidity,
higher cost of capital. And it is conceivable that the decision to
delist results in slower growth, poor returns on investment and a
weaker position in the global market; and of course it also results
in less job creation.

This is a tremendous hurdle that the American companies must
overcome that most global competitors do not. Foreign companies
that do not list their shares on American exchanges, do not face the
same fixed cost imposed by Section 404. Accordingly, they are able
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to invest their resources into research and development, customer
discounts and other forms of value creation.

It is no wonder that at every hearing on regulation, witnesses al-
ways bring up Section 404 as a key regulation that is hurting
Americans’ ability to compete.

It is certainly clear that the time has come for this Congress to
begin a dialog on this important subject, sort of put our ear to the
ground and hear directly from those who are affected by Section
404.

So we certainly look forward to all the testimony of the witnesses
today, and with that, I would recognize our ranking member, Rep-
resentative Lynch, for his opening statement.

[The prepared statement of Hon. Candice S. Miller follows:]
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Sarbanes-Oxley 4 years Later: What Have We Learned?
Opening Statement of Chairman Candice S. Miller

Committee on Government Reform
Subcommittee on Regulatory Affairs

Wednesday, April 5, 2006, 10:00 a.m.
2154 Rayburn House Office Building

Good morning. The Subcommittee on Regulatory Affairs will come to order. I would
like to welcome everyone to our hearing today on the Sarbanes - Oxley Act.

No one can forget the turmoil caused by the corporate and accounting scandals involving
Enron, Arthur Anderson, and WorldCom. As a reaction to the shocking behavior of
these scoundrels, Congress acted swiftly to pass legislation aimed at restoring order and
trust in our nation’s financial markets. And with good reason.

After all, financial investment in our public markets and public companies is good not
only for the companies, but for the financial security of average Americans. The more
liquid our financial markets, the less expensive it is for American companies to raise
capital to grow their business and provide investors with a healthy return on their
investment. This system encourages small companies to expand; and it is also a recipe
for dynamic growth in the job market.

The Sarbanes-Oxley Act tried to restore investor confidence in the stock market by
restricting accounting firms from performing a number of services for the companies they
audit. The Act also required new disclosures for public companies and for the officers
and directors of those companies. Among the other issues affected by the legislation are
securities fraud, criminal and civil penalties for violating the securities laws, blackouts
for insider trades of pension fund shares, and protections for corporate whistleblowers.

However, Congress might have acted just a bit too quickly as many unintended
consequences have made the law more costly to businesses, and to small businesses in
particular, than originally thought. We are holding this hearing to examine some of these
consequences and to look at possible solutions.

Oftentimes, it is hard for policy-makers to evaluate the costs and benefits of a regulation
or piece of legislation.

In the case of Sarbanes-Oxley, we now have data which suggests that the cost of
complying with specific provisions of the Act is greater than the actual benefits.
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For example, while the SEC initially estimated the cost to comply with Section 404 to be
$91,000 per company or $1.24 billion in the aggregate, multiple studies peg the actual
compliance cost at $35 billion! That is nearly 30 times the original estimates!

But let’s put this in perspective: Section 404 is only 168 words long- using the $35 billion
figure, that is almost $21 million per word, and that is just for initial start up costs.

As well, Section 404 has hit small and midsized firms the hardest: As a percentage of
revenue, smaller issuers in 2004 spent eleven (11) times more on SOX implementation
than did larger companies.

* Microcap companies (with revenues under $100 million) saw an 84% increase
in outside audit fees as a result of the law.

¢ Smallcap companies (with revenues between $100 million and $700 million)
saw a 92% increase in audit fees,

¢ S & P 500 companies saw an increase of 55% in audit fees.

Smaller companies have limited resources which are now being allocated to Section 404
compliance. There is great concern that the regulatory burden of Section 404 is currently
diminishing their competitiveness through higher operating costs and management
distraction from business opportunities and other risks.

In addition to these high out-of-pocket costs, there may also be an opportunity cost that
accompanies Section 404. When a company spends over $4 million a year to comply
with a single regulation, they are unable to direct these substantial resources into capital
formation, employee’s benefits and salaries, or even stock dividends. Moreover, the
largest potential cost of Section 404 has yet to be quantified -- the loss of opportunities
for the American public to invest in small and innovative firms that have either de-listed,
gone dark, or declined to go public.

These corporate managers have determined that the cost of being a public company is no
longer outweighed by the benefits the firm gains through access to the deep liquid
markets of the American stock exchanges. Removing a company from the public
exchanges is costly to a firm- in terms of lost prestige, decreased liquidity, and higher
cost of capital. It is conceivable that the decision to delist results in slower growth, poorer
returns on investment, and a weaker position in the global market. And, of course, less
job creation.

This is a tremendous hurdle that American companies must overcome that most global
competitors do not. Foreign companies that do not list their shares on American
exchanges do not face the same fixed costs imposed by Section 404. Accordingly, they
are able to invest their resources into research and development, customer discounts, and
other forms of value creation.
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It is no wonder that at every hearing on regulation witnesses bring up Section 404 as a
key regulation that is hurting America’s ability to compete.

It is clear that the time has come for Congress to begin a dialogue on this important
subject, put our ear to the ground, and hear directly from those who are affected by
Section 404.

1 look forward to hearing the testimony of all our witnesses today. I'll now recognize the
distinguished Ranking Member of the Subcommittee, Mr. Lynch for his opening
statement.
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Mr. LyNcH. Thank you Chairman Miller, and I appreciate the
fact the we are holding this hearing. This is one of the most impor-
tant securities related acts in the history of this country, and I
think it is appropriate at this point to be reviewing its impact on
medium and small-sized businesses.

I am pleased to join, as well, my colleagues, Mr. Feeney and Mr.
Kirk, and I know Mr. Meeks is on his way, to look at this.

I hear a lot about this in my district. I want to associate myself
with the remarks of the Chair. I understand the impetus of this
act, the WorldCom and Enron scandals, and the lack of account-
ability that we had in our accounting practices, how investor reli-
ability and accuracy had to be improved. But also, I am concerned
with the unanticipated cost of compliance with especially Section
404 of the act, and I think we have to look very closely at that.
There are definitely ways that we can improve the cost side of this
equation, and not relinquish the accountability and the exactitude
with which investors are helped in making their decisions.

I know for a fact that some of my own constituent businesses in
my district have suggested that such a thorough process is done
during those examination years, that it would be possible, perhaps,
to look at biannual, every 2 years, to have the audits conducted
and have a statement of compliance on those alternate years that
would basically reduce the cost by 50 percent, even maintaining the
existing language in place.

So there are ways that I think we can help small and medium-
sized businesses in compliance with the act without sacrificing one
bit of the accountability that is provided by the act. There have
been some successes with Sarbanes-Oxley, and we don’t wan to jet-
tison that in our pursuit of reducing costs of simplifying the act.

I look forward to the comments of both our panels, and again, 1
appreciate Chairman Miller for convening this hearing.

Thank you.

Mrs. MILLER. Thank you.

Opening statement for Representative Clay?

Mr. CrAay. Thank you, Madam Chairman, for holding today’s
hearing on Sarbanes-Oxley and its impact on our smaller publicly
traded companies. I welcome our witnesses, especially my col-
leagues and friends, Mr. Meeks, Mr. Feeney and Mr. Kirk.

When Sarbanes-Oxley was enacted in 2002, our capital markets
were suffering from investor anxiety directly relating to major ac-
counting scandals that rivaled the S&L failures of the 1980’s.
While Enron and WorldCom became the public poster children of
corporate fraud, the fact is there were numerous companies who
were forced to restate earnings and future estimates due to fraud
and faulty accounting practices. A complicit public accounting in-
dustry made these activities not exceptions, but standard practices
in order to appease their short-term profit-driven clients.

In response, Sarbanes-Oxley strengthened regulations over audit-
ing practices, mandated executives to certify their annual financial
statements, and increase penalties for accounting related fraud.

A cornerstone of this legislation was Section 404, which required
publicly traded companies to attest to their internal control for fi-
nancial reporting and related activities. while Section 404 is a rea-
sonable mandate to ask of companies, some smaller companies find
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compliance to be both cost prohibitive and time consuming. Al-
though I am sympathetic to this claim, I am also wary, wary of re-
turning to a period of lax internal practices and functions that will
enable inadequate stewardship of investor resources.

It is my hope that new SEC regulations, along with recommenda-
tions from our witnesses today, can help us achieve a balance that
provides both adequate investor protections and relief for well-man-
aged small businesses.

This concludes my statement, Madam Chairman, and I yield
back.

Mrs. MILLER. Other opening statements? Representative West-
moreland.

Mr. WESTMORELAND. Thank you, Madam Chairman. I appreciate
you having this hearing. We have an advisory committee at home
in the district, and on our banking and finance advisory committee,
the one thing that I have heard is this Section 404 of the SOX.

I have often been told that Congress had two speeds, dead still
and knee-jerk reaction, and I think this comes under the—this par-
ticular section of this bill came under the knee-jerk reaction. I don’t
know, out of the response to what happened maybe to Tyco and
Enron and others, but they weren’t prosecuted under this bill, they
were prosecuted under laws that we already had on the books. And
I think that you can see that there were laws there to protect and
to punish those that caused the problem.

So I hope, Mrs. Chairman, that when we look at this, that we
can come up with some type of legislation or suggestion that would
take some of the burden off of the small and middle-size companies
as far as these audit fees.

I had one small banker tell me that it was 10 percent of his bot-
tom line to adhere to Sarbanes-Oxley. That is ridiculous. Audit
fees, since 2003, have gone up anywhere from 75 to 90 percent.
This should have been called the auditors employment act of 2003.
I look forward to hearing from both panels, and I hope, Mrs. Chair-
man, that we can come up with some type of idea to really reform
this to where not only does it protect the investors in the company,
but brings about some rational thinking.

Thank you.

Mrs. MILLER. Thank you very much.

Our first witness this morning is our distinguished colleague,
Representative Tom Feeney from the 24th Congressional District of
the great State of Florida. Congressman Feeney is in his second
term and serves currently as a Deputy Whip. He has quickly be-
come a leading advocate for exposing and fighting waste, fraud and
abuse in the Federal Government. He serves as well on the House
Financial Services, sits on the House Judiciary and Science Com-
mittee, and was a member of the Sarbanes-Oxley “listening tour.”

So Representative Feeney, the floor is yours. We look forward to
your testimony, sir.
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STATEMENTS OF HON. TOM FEENEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF FLORIDA; HON. MARK S.
KIRK, A REPRESENTATIVE IN CONGRESS FROM THE STATE
OF ILLINOIS; AND HON. GREGORY W. MEEKS, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF NEW YORK

STATEMENT OF HON. TOM FEENEY

Mr. FEENEY. Thank you, Madam Chairman, Ranking Member
Lynch, and members of the subcommittee. I don’t think I could say
it any better than the four of you have just said it. Mrs. Miller, I
thought your introduction was very well done. I think Mr. Lynch
put it best, time is at a minimum for Congress to look at where
we are because we have some data in.

I am very grateful to be joined by two colleagues, who, the three
of us, with a couple of other colleagues, have engaged in a national
listening tour to hear about some of the consequences of Sarbanes-
Oxley.

Some have called it the most comprehensive and important cor-
porate governance reform since FDR was President. And I was
kind of surprised when I got here—because I was not here when
Sarbanes-Oxley was passed—that businessmen, both small and big,
chief financial officers, CEOs, beat a path to my door to beg for
some relief from current impacts of Sarbanes-Oxley and for small
and mid cap companies that are not yet directly impacted, beg for
prospective relief.

I like to say, as my colleague did, that Congress has two speeds,
zero and over-react, and it may be that in some ways we have over-
reacted with respect to Sarbanes-Oxley. So I am glad, that on a bi-
partisan basis, we can look at the advantages and keep them, look
at the disadvantages and reform or eliminate them.

We have heard some important positive things and effects from
Sarbanes-Oxley. I want to make that clear from the beginning. So
far from my portion of the listening tour I have concluded that
there is general agreement that after SOX was passed we have
tighter financial reporting, which is a good thing. Internal controls
have improved across the board, and there is also more trans-
parency in the overall auditing process. All of those things are cited
approximately by Sarbanes-Oxley supporters as a reason that not
all of this bill should be thrown out in its entirety. And as one sug-
gestion, Section 404 is the target of virtually all of the major com-
plaints. There have been some serious negatives in the way we
have imposed and implemented Sarbanes-Oxley.

On January 6th the Wall Street Journal pointed out, for exam-
ple, that New York loses its edge in snagging foreign hstlngs In
the year 2000, $9 of every $10 raised by a foreign company in a
public market was raised primarily in New York, and in the United
States of America.

By the year 2005, the reverse was true, $9 of every $10 raised
by a foreign company in a public exchange is now raised in places
like Luxembourg and London exchanges, the biggest spread favor-
ing London. This is a startling number to me, and candidly, I be-
lieve that we are slowly and steadily outsourcing America’s world
lead in the capital markets.
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After a recent trip to Hong Kong, which Mr. Kirk was part of as
well, I received very similar feedback regarding Sarbanes-Oxley
from their Chief Financial Officer, Mr. Tung. He practically
thanked me and Mr. Kirk for Sarbanes-Oxley and the competitive
advantage it gave to the Hong Kong markets. The Financial Times
stated in November 2005, “Over the past few years, as more global
investors have begun to invest in Asia, the New York Stock Ex-
change appears to have lost its lore for the region’s leading compa-
nies. The roots of New York’s recent difficulties in winning Asian
companies’ listing lies in the high burden of regulations and com-
pliance.”

Many of the participants in the listening tour also noted that 404
compliance ignores the indirect costs, and I think the chairman
pointed to the opportunity costs of Sarbanes-Oxley compliance.
Some of America’s best and brightest leaders on corporate govern-
ance boards are spending more time complying with bureaucratic
and accounting regulations than they are building a better mouse-
trap, a cheaper mousetrap, and then marketing the mousetrap; and
that is really what we want to do in order to get American advan-
tage.

The opportunity cost is huge. A paper by Mr. Butler of Chapman
University and AEI-Brookings Joint Center for Regulatory Studies,
and Larry Ribstein of the University of Illinois School of Law cites
the “direct compliance costs of SOX are about $6 billion per year,
but this expense—which basically represents payments to account-
ants—is a small fraction of the total compliance costs for firms. The
indirect costs from having to divert company resources are much
greater and based on a back-of-the-envelope calculation of how SOX
impacted American markets, they can be estimated at about $1.1
trillion.” That is with a “T”, and by the way, we have only impacted
5 percent of America’s companies on the public markets so far.

Now, as the CEO of Sun Microsystems put it, Scott McNealy,
“What Sarbanes-Oxley has done in some ways is like throwing
buckets of sand into the gears of the market economy.”

Madam Chairman, you have more of my testimony, but I see I
have run out of time. I would just suggest that it is time that we
take a serious look at the current impacts of Sarbanes-Oxley, the
prospective impacts as mid-size and small companies are thrown
into this briar patch, which is going to be very difficult for them
to comply with, much more difficult than the large companies that
are having such problems.

Finally, I will quote from the regulator. Mr. McDonough, the
former regulator, who just recently retired as chairman of the Pub-
lic Company Accounting Oversight Board. I quote him in part in
a recent Wall Street Journal interview, because even he acknowl-
edged that in some ways Sarbanes-Oxley implementation has gone
way overboard. On October 12, 2005 he told the Journal, “In many
cases it’s clear that they [auditors] overdid it. There’s no question
that some auditors got it right on; there are other cases, in fact
probably more, in which the auditors overdid it, and decided we
better check everything under the sun. Why? Because [they're] also
concerned about being sued—that it is appropriate for the well-
being of the American people if companies have costs which simply
don’t have any appropriate offsetting benefit.”
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The bottom line is we have to do what benefits investors. If we
are taking half of the bottom line out of the pockets of companies
and giving it to auditors and to regulators, then financial investors
around America are being hugely disadvantaged, and again, I want
to thank the committee for paying attention to this very important
issue to the American economy.

[The prepared statement of Hon. Tom Feeney follows:]
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Congressman Tom Feeney Testimony

House Government Reform Committee
SUBCOMMITTEE ON REGULATORY AFFAIRS
“The Sarbanes-Oxley Act 4 years later: What have we Learned?”

April 5, 2006

Madame Chairman, Ranking Member Lynch and members of the Subcommittee, thank
you for inviting me to testify today. I am Congressman Tom Feeney from the 24th District
in Florida. Iserve on the House Committees on Judiciary and Science as well as the House

Committee on Financial Services which has jurisdiction over the Sarbanes-Oxley Act.

In July 2002, as a reaction to corporate scandals such as the Enron and WorldCom
collapses, Congress passed the Public Company Accounting Reform and Investor
Protection Act of 2002, otherwise known as the Sarbanes-Oxley Act (SOX). SOX is said to
be the most comprehensive and important corporate governance reform since Franklin
Delano Roosevelt was in office. I was not a Member of Congress when this legislation was
passed and signed into law. I was therefore surprised when members of the business
community requested meeting after meeting to express their concern and down right panic
about the perceived compliance costs of SOX. However, in my line of work I do
understand that panic may sometimes be a result of a lack of the facts. Ilike to say that
Congress only has two gears- "fail to act” and "overreact." I did not want to overreact to
the concerns being laid out before me. So to further understand the Sarbanes-Oxley Act
and the issues surrounding it, Iast year we--a bipartisan group of House colleagues--
formed a coalition to participate in roundtables and listening sessions attended by leaders
from business, academia, and the policy community. Our goal was to assess the cost versus

the benefits of the Sarbanes-Oxley Act.

Y have concluded thus far from my listening tour participation that there is general
agreement that after SOX was passed, financial reporting is tighter, internal controls have
improved, and that there is more transparency in the over all auditing process. SOX
supporters cite that increased investor confidence has been a result of this increased

transparency. In a March 6, 2006 speech given by James Turley, Chairman and CEO of
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Ernst and Young, he states, ""Sarbanes-Oxley and all of the other changes that have taken
place are helping to restore public trust." He goes on to say ""Now, I’'m not suggesting that
the Sarbanes-Oxley Act or any single action is behind these numbers. But they do clearly
suggest that investor confidence and the resultant market activity have strengthened, and
not in just a small way." Was the SOX legislation necessary or could it be that companies
began to take a closer look at their internal controls after the accounting scandals of Enron
and WorldCom? One common theme that I continued to hear during the listening tour was
that you can not legislate morality and that SOX has punished the "good guys" because the
"run-of-the-mili" fraud that was perpetrated upon investors of certain companies.
However, they do concede that prior to SOX their internal controls needed to be sharpened
and they feel as though they have done that from within. Many participants believe that
external audits are redundant and therefore too costly and will do nothing to stop the "bad

guys" from breaking the law.

‘We have also heard repeatedly that due to liabilities and potential penalties, these external
auditors typically leave no stone unturned, making audits costly and time consuming for all
businesses and unaffordable for small and medium sized businesses that are trying to

compete in the global marketplace.

On January 6, 2000, the Wall Street Journal pointed out in an article titled "New York
Loses Edge in Snagging Foreign Listings" that in 2000 "nine out of every 10 dollars raised
by foreign companies through new stock offerings were done in New York rather than
London or Luxembourg -- the two other main choices for listings like these -- according to

data from Citigroup.

But by 2005, the reverse was true: Nine of every 10 dollars were raised through new
company listings in London or Luxembourg, the biggest spread favoring London since
1990.” This was a startling number to me. In fact, the day after I cited the number from

the Wall Street Journal I received the following email from one of my constituents:

"I was part of a venture capital panel and the moderator, a
prominent attorney in Silicon Valley, said that the senior
management of the London Stock Exchange and its AIM (alternative
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investment market) "felt guilty every time they visited
Washington DC and didn't bring chocolates and flowers for
Sarbanes and Oxley."

After a recent trip to Hong Kong, I received very similar feedback regarding SOX from
their Chief Financial Officer, Mr. Tung. Mr. Tung practically thanked me and my
colleague for SOX and the competitive advantage it gives the Hong Kong market. The
Financial Times stated in November 2005, "Over the past few years, as more global
investors have begun to invest in Asia, the New York Stock exchange appears to have lost
its allure for the region’'s leading companies...The roots of New York's recent difficulties in

winning Asian companies’ listing lies in the high burden of regulations and compliance.

Many [listening tour] participants also noted that a focus on the dollar cost of [Section] 404
compliance ignores the indirect costs such as employee time and executive expertise that
must be directed away from day-to-day business operations to comply with the new
auditing requirements. This is a huge opportunity cost. A paper by Henry Butler of
Chapman University and AEI-Brookings Joint Center for Regulatory Studies and Larry
Ribstein of the University of Illinois School of Law cites the "direct compliance costs of
SOX are about $6 billion per year, but this expense (which basically represents payments
to accountants) is a small fraction of the total compliance costs for firms. The indirect costs
from having te divert company resources are much greater and based on a back-of-the-
envelope calculation of how SOX impacted American markets, they can be estimated at
abont $1.1 trillion.” That is trillion with a T. As Sun Microsystems CEO Scott McNealy
said of Sarbanes-Oxley it's like "throwing buckets of sand into the gears of the market
economy.” Listening tour participants complained that when facing these regulatory
burdens in America they have two cheices: go private or move overseas. For example, the
Independent Community Bankers of America provided me with a spreadsheet as of
December 6, 2005 identifying 75 community banks that have filed with the SEC to go
private since January 1, 2003. Another example is the Vermont Teddy Bear Company that
recently decided to go private. Elisabeth B. Robert, the Chief Executive in a May
statement, referring to the Rule 404 work mandated by Sarbanes-Oxley said "As a private
company, Vermont Teddy Bear will no longer face the challenges of a company trying to

comply with increasingly complex and costly public company requirements.”" In a survey



15

of 147 public companies, Foley & Lardner, the New York law firm, found that 20% of
respondents said they were considering going private, up from 13% in 2003. Statistics like
these make me very concerned about investor opportunity. Fewer smaller firms in the
market place have the potential of creating an investor class that is only able to invest in
larger companies instead of investing in smaller companies with great growth potential.
How different would the world be if Microsoft or Dell had decided not to go public or
would have decided to go private after they reached a certain market cap to avoid
complying with Sarbanes-Oxley? Those investors would have lost out on the great

opportunity for wealth that they were able to be a part of.

Another issue of concern that has been brought to my attention is the impact of SOX on
research and development. The Biotechnology Industry Organization was able to provide
me with many examples like Mayland Biotech Company-a private company that utilizes
blood cells to create drugs. Mayland Biotech has spent the last 12-18 months becoming
SOX compliant. They estimate that the cost of ramping up for 404 is equal to 6-7 months
of R&D costs. Another example is the New York Biotech Company-a public company with
a market cap of $99M. New York Biotech has 65 employees and mainly focuses their work
on spinal cord injury. They spend $4M for Clinical trial and R&D- for a possible product
to cure spinal cord injuries. They have estimated that they spent $1 million on SOX
compliance. That is 25% of their yearly budget.

In a letter addressed to the Securities and Exchange Commission's Office of the Small
Business Policy Division of the Corporation Finance dated March 7, 2006, Grant Thornton
states that "Section 404 requirements are not the source of the problem. The root cause is
the lack of guidance for good internal controls that are applicable in myriad business
situations." Contrary to Grant Thorton's take on Section 404, William McDonough, who
retired early from his post as chairman of the Public Company Accounting Oversight

Board (PCAOB) stated in a Wall Street Journal interview on Oct. 12, 2005:

""In many cases, it's clear that they [auditors) overdid it. There's no question
that some auditors got it right on; there are other cases, in fact probably
more, in which the auditors overdid it, and decided we better check
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everything under sun. Why? Because [they're] also concerned about being
sued. Now, in the process, we think that because of the guidance we've given
on the implementation of 404 ... that auditors are deing a better job in the
second year. It's also perfectly clear to us that they've got a lot of room for
additional improvement."

"But in general, the reason that we are beating the drum so much on trying

to make 404 more cost effective, is that it is inappropriate for the well-being

of the American people if companies have costs which simply don't have any
appropriate offsetting benefit."

As Mr. Butler and Mr. Ribstein put it, "the immense costs of compliance have become
apparent and business leaders question whether the act’s supposed benefits actually
represent any real gain over the previous era." The intent behind SOX was complete
investor protection from fraud. However in the day and age of the internet and E*Trade, I
am able to get online at any hour of the day and invest in any penny stock in Shanghai or
anywhere else in the world., Unless Congress is going to police the capital markets of the

world then I believe that capital will continue to flow toward less regulation.

I believe it is time to review the effects of Sarbanes-Oxley, keep what which is a net
advantage to investors, and reform or eliminate those provisions that are a net

disadvantage to investors.

Madame Chairman I will close out my testimony by saying this-it has become obvious to
me after participating in the listening tour that this is not an issue that Congress can
continue to ignore and it will just work itself out. Sarbanes-Oxley clarification is vital to
keeping America's markets the best and strongest in the world. It has been an honor to

testify before my distinguished colleagues. Again, thank you for inviting me.
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Mrs. MILLER. Thank you very much, Representative Feeney.

And our next witness is another one of our distinguished col-
leagues. This is Representative Mark Kirk from the 10th Congres-
sional District of Illinois. He is currently in his third term. He is
a member of the House Appropriations Committee and also serves
on three of its subcommittees, Foreign Ops, Military Quality of Life
and Veterans Affairs, and Science, State, Justice and Commerce.
He is certainly a strong supporter of legislation that eases Govern-
ment regulations, and also another member of the Sarbanes-Oxley
listening tour.

The floor is yours Representative Kirk. We look forward to your
testimony, sir.

STATEMENT OF HON. MARK S. KIRK

Mr. Kirk. Thank you, Chairman Miller. I have some testimony
that I would like to with unanimous consent insert for the record.

Mrs. MILLER. Without objection.

Mr. KiRk. And a letter from a wide industry of leading new in-
dustries for comments on this subject.

Sarbanes-Oxley addressed some critical weaknesses in public
markets, but to put it simply, I think we all support Section 1
through 403 of Sarbanes-Oxley. It is just Section 404 I think that
we have a bipartisan consensus on the need for reform. You see
here wide agreement between conservatives, moderates and lib-
erals that we need action. American Enterprise Institute, Nancy
Pelosi, Eliot Spitzer, all agreeing that we need reform of Section
404.

I have a presentation here that answers a basic question, which
is: Does 404 add investor value, and would a retiree making deci-
sions about their IRA, ever use 404 data in making a buy or sell
decision on their retirement savings for the cost and benefit of Sar-
banes-Oxley? We see that we fit a need, especially in the mis-
management of America’s largest companies. But we have to bal-
ance the compliance of the act with the cost of doing that. We see
with small companies that there is a great imbalance.

My colleague from Florida quoted Bill McDonough that said that
it would be inappropriate to spend too much on the compliance
with this if we simply do not have an offsetting benefit, and what
Chairman McDonough was driving toward, was, are we driving in-
vestor value? And I think, clearly, with the application of 404 to
small companies, we are not. We see that SOX compliance already
is costing about 50 times more than was estimated in 2002, exceed-
ing about $6 billion so far. And the global position of the United
States has been dramatically weakened in this area.

We have a bipartisan Republican and Democratic consensus that
whatever else we do, American financial markets should lead, and
we clearly see that because of Section 404 compliance costs, Amer-
ican financial markets are rapidly falling behind.

In our look at SOX and its application, we are also seeing a de-
cline in R&D expenditures, and I think that is troubling for the
long-term future.

If you look here at the next chart, you will see that we have a
greatly disproportionate cost of compliance leveled on small busi-
nesses in America of publicly traded companies. And I will just
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note, the category that I want to pay most attention to are compa-
nies less than $100 million, the great employers of the United
States. The average $100 million employer, by the way, in America,
makes a 6 percent profit, and so Sarbanes-Oxley, by taking away
almost 3 percent of that profit, means that we have reduced the
profitability of the most dynamic small business sector in America
by half with this one section of one law.

We also see a trend of going private. You can see in the next
slide, a well-known company, Vermont Teddy Bear, will not be in
the public markets and will not offer their securities for sale to the
public, citing this as a critical example of why they have turned to
the private market.

Brookstone, SunGard Data Systems, Toys R Us, AMC Entertain-
ment, Loehmann’s, all going private. And remember, one of the
basic points of Sarbanes-Oxley was transparency and accountabil-
ity. All of that is lost when a public company becomes private, ac-
complishing just the exact opposite of the core function of the act.

In fact, Foley & Lardner reports, of 147 companies surveyed, 20
percent would like to go private. That is an almost doubling of the
companies wanting to go in that direction.

By the way, that reverses a 400-year trend in capitalism of com-
panies going from private markets, where capital is relatively ex-
pensive, to public markets where it is a bit less expensive. That
should be a great concern.

When we look at other companies seeking a public alternative,
we see that there is a great reluctance to go public, and we have
a number of magazine articles and the Wall Street Journal report-
ing on that.

My colleague from Florida though listed probably the most dra-
matic effect of Sarbanes-Oxley, and that is almost the disappear-
ance of foreign listings on U.S. markets. Whether you represent
Boston, New York, Chicago, or one of our other financial centers,
you do agree that all of this work should come to the United
States. It doesn’t mean just jobs in the financial sector and for
stockbrokers, it also means jobs for American accountants and
American lawyers. Every single dollar is lost when we don’t have
those foreign listings. And you can see a 90 percent drop in foreign
work coming to the United States.

To conclude, we have been talking about three common sense re-
forms for Section 404. First of all, for small business relief, to look
at the smallest companies in America. They represent only about
6 percent of the portfolio on the New York Stock Exchange, and to
give them relief from 404, as the Commission and their Small Busi-
ness Committee has been looking at.

Another common sense reform: to permit auditors and consult-
ants to actually talk to each other to decide what compliance is.
Right now, we have pushed many small publicly traded companies
into a Bermuda Triangle of having their consultants on Sarbanes-
Oxley not being able to discuss any major compliance issues with
their auditors, and so you cannot get an answer of what is compli-
ance.

And finally, to return to the traditional, Generally Accepted Ac-
counting Principle of what a major problem is. We used to think
of a material weakness as something that affected 5 percent of the
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bottom line. We have lost that, and so right now we have a ridicu-
lous situation where almost a box of lost pencils could be regarded
as a material weakness. If every issue in the company is a material
problem, then we have dramatically worsened the ability of anyone
to manage their company, and I think that Sarbanes-Oxley was
sold to the Congress as a way to help people run their companies,
but if every issue is a material weakness, allowing trial lawyers to
jeopardize the entire company, and therefore, the investor value,
and where our retirees have put their funds, then we have actually
worsened the problem, rather than improved it.

So I thank the committee and look forward to your questions.

[The prepared statement of Hon. Mark S. Kirk follows:]
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TESTIMONY OF
REPRESENTATIVE MARK 8. KIRK (IL-10)
BEFORE THE U.S HOUSE OF REPRESENTATIVES
COMMITTEE ON GOVERNMENT REFORM
SUBCOMMITEE ON REGULATORY AFFAIRS
APRIL 5, 2006

Chairwoman Miller and Ranking Member Lynch, in 2002, Congress passed
legislation having the greatest regulatory impact on securities markets since the
Securities Exchange Act of 1934 — the Sarbanes-Oxley Act, or SOX. When a law
makes sweeping changes to the way public companies interact with their
accountants, investment bankers, and shareholders, we must undertake interim
reviews of its impact, and be prepared to initiate changes if this law has
“unexpected” or “unintended” consequences. I commend you for acting as a
catalyst to this process.

Since last summer, Congressman Feeney, Congressman Meeks and I have
participated in bipartisan “listening sessions,” with the intent of hearing from all
stakeholders how SOX is working well, and what needs to be changed. We have
been told that the law has brought benefits to investors, in the form of improved
financial reporting and better transparency, leading to a better investor
understanding of financial risks. On the other hand, smaller companies question
that the time and money they direct to SOX Section 404 compliance instead of
productive business activities gives the greatest value to their shareholders. This
cost/benefit analysis has many variables, which are currently being evaluated by
the SEC, the GAO, and now by Congress. The Smaller Public Company Advisory
Committee formed by the SEC will be releasing its 140-page report later this
month. The recommendations of this Committee should be given careful
consideration.

For my testimony, I would like to submit the following PowerPoint
presentation, which summarizes what we have heard during these last eight months
of listening and fact-finding. [ invite you to join us in future listening sessions. I
can assure you that companies and investors are anxious to make their views
known to Congress.



21

sadudnbasuo) papudjuru)
Jo 3oeduwy oY) Surssassy

(XOS) PV LI[XQ-sdueqies Y.



22

pajenjeAa aq [|I}S }Snw asuejeq
J1Jouaq3sod ay) ‘seiuedwod oignd Jajjews 104 <&

painseaw

Aj9)yenbape uaaq jou sey Jybisiano Alojejnbau

SS99Xd JO UdpIng 3y} ‘I9AMOY (21NSO|ISIp [eldueul}

J9)ealb pue Aoualtedsuel) anjeA Oym SI10)SaAUl

0} J1Jouaq ayj Aq pasuejeq uaaq sey asueljdwod
XOS }0 1509 }20au1p 9y} ‘saiuedwod aignd abie| 104

sjepuedss WOHPHUOA pue uosuz ayj Aq papoua

AoueAon(q jaydew }203)S pue 32Uapljuod J0}SIAUI

Bulivlsjoq ‘uonipuod jeoueuly s,Auedwod e jo

jusauwissasse jJuapuadapul pue ainsojasip buiunoosde
J9jeaub 10) paau jayiew aijqnd e pajjl XOS

jyauag @ 109 XOS



23

mm_:..oh__mo uwiayjnog
J0o AjisiaAlun ‘uayos) sainypuadxs gy buibeinoosip Jo/pue
Buiuaalp 9q Aew XOS :ssaudanaduwos) ajesodion) [eqojD) «

(5002
"AON ‘sauwil] [eldoueuly) . 9oueljdwod pue suonejnbal jo uaping
ybiy ay3 u1 sai| bunsi| seiuedwos ueisy Buiuuim ul san noIp
juadal s }I0A MON jJO Sjood 3yl " " sajuedwod Buipes)
s,uoibal ayj 10} ainjje s})1 }so] aAey o} sieadde abueyoxg 420}
WIOA MON 94} ‘BISY Ul }S9AUI 0} unbBaq aAeYy S10)SAAUI QO]
aiow se ‘siedk maj jsed ayj J9AQ,, UOINISOd }3NJBW [BGOID) «»

joeduwi aul] wopoq jeldjew Yyjm 3sod ybiy e seaq saiuedwod

oljgnd Jajjews ‘anuaaal jo abejuasiad e se {(yoieasay

V) 9002 utl uoljjiq wm Pa92X3 ||IM pue Z00Z Ul pajewnsa uey}
alow sawi} oG Jnoge bunsos st dsueldwos XOS :Ajqepjold

:PIJEN[EAI A JSNUI JBY) S)SOI JIAAIPUI PUE JIAIIP SBY XOS

(5002 300 ‘leusnor }2ans |leM) ., Jyousq bumnjasyo
ajeudoudde Aue aaey 3 uop Ajduwis yarym sisosd aaey saiuedwod
41 9jdoad ueauswy ayj jo buraq-jiam ay} 104 ajeudoisddeur sy 1 -,
D uBULIIRY)) GOV JoULIO) ‘YSNOUuo(IJA] WEIIA




24

aduejequl JYauaqsom jenguajod e pabpajmoujoe sey H3S 9y
‘1eak e aoueldwod oy Auedwod jjews jo ajep ayj Bulpuayxa Ag

jsiwouoasy oy pue jybisu) ajerodion :s82inog

SanuUBAay JO 9, Se S1S07) soueljdwon yOy uonoes

| uonw | uogw | uogw

uolia yg | uomiq | 666$ | 66V$ M 00L$

‘UeU} BION | ¥$OLL$ | 0100S$  CHOOLS | ey ssd

| %00
%S0
%0'}
%S’
%0°Z
%S'T

%0°€




€002 Ul %¢gL wouy dn — ayeaud Huiob Bunapisuod aiam sjuapuodsai Jo
%02 }ey} punoj isupie] 9 A3jo4 ‘saiuedwod aqnd 2¢} Jo AaAins e uj

25

$002/€1/01 uoniw /81$ S uuewysoT
¥00¢2/€2/Z1 uoljiiq ¢°'¢$ Juswuteysiug DNV
G00z/12/L uoliq '8¢ sn Y sho]
Gooc/LL/8 uoliiq 9'zL$ swa)sAg ejeq pleoung
G002/0¢/6 uoljjiw 4§ Jeag Appa] juouwlisp
Gg0oz/v/0L uoljjiw Zgv$ auogjsyooud
Juswaoe|d | SJ0)SBAU| dleAlld O
a)eAlld Jo ajeq | pano Aunb3 ongnd Auedwon

aAIIN23X3 JaIyo s,Auedwiod ay} ‘Waqoy g yieqesig — |, ‘siuswalinbal Auedwod
olignd A3soo pue xajdwod Ajbuiseasoul yum Ajdwoo 0y buidsy Auedwos e jo
sabuajjeys ay) aoej sjobuoj ou |m seag Appa] Juouuap ‘Auedwos ajeaud e sy,

= 3)eAldd buioo




26

G002 1390320 , ‘SW.iojay

oY) wioyay s.}97,, ‘Oa|yaseq wo| pue ajoq gog Aq pa-do
jeuanor }9a11S [leM @Yl — .. 9AIsuadxa AjaAniqiyoad spew
uaaq sey sjaylew )}o03s papey-A|oiqnd wouy jeyided

0} Ssa29e 119y} jey)} Aes oym saituedwod uonezijejided
pazis-piw pue |jews woulj sjuiejdwod ajerauab

jey) sasuanbasuod papuajuiun pey osje sey X0OS ing,,

S00¢ Joquaydas ‘¢ o1qnd

05 0} Juepm ey saluedwo) 104 ueadpy AajxpO-saueqies
$90( 1Y, ‘@uizebe "ou| — .. Sidjje)s S}l 10} sannp
pajejal-Aioje|nbal atow pue ‘s3sod asueansul Jaybiy
‘s)s09 Jipne 1aybiy aoey |Im (Aayy) - Ao|jxO-saueqieg
yim Ajdwod o} pasu sajuedwod ojjgnd asneosagq,,

Jliqnd 09 0} juejdn|ay IQ "

\/
000

R/
000



27

BanogquIsXnjuopuoT B YIOA MON [

SN

a3} ul paiajsibal

sOdI 5002 ua} doj

9y} Jo duo JoN ‘SN

ayy ul 1a)sibau 03 Jou

asoyd (sOdl) %0031s

jo sbBupayo a1gqnd

|eniu] 3sabue| Gz ayy
Jo Ino €7 ‘5002 ul saluedwo? g-uoN

~ ($) sBunialj0 %00)g MaN

Buiddijs asueuIWOp Ja)JeW }203S "S'M SMoYs ejep dnoabiio
. ‘sBunsiy ubreio4 buibbeus ul abpg s9s07] HIOA MBN,, ‘Bjo1)ie
G00Z 1oqwiad9( s.Jeulnor 393118 [IeM 9yl Aq pajuawinoop sy

5002 0002

%00}




28

el9)142
snwiujw ap %,G e 0} sassauyeam o Buiou 1oy
piepuejs )sl jeusjeuw,, ayj abuey) — wajqoid abiej e
SI JeYMm JO suopulyag Buunosdy peydansy o3 uin}ay «

sjuRNSUOD Jeuajul
pue siojipne [eulajxa Uuaamlaq uoijoetajul Juspnid
MOJje 0} .9|nJ dduapuadapul,, a3y} b_vok,_ —~ sJ10}ipny
UHM jeadg 0] sjueljnsuo’) asueljdwon) JHuwidg «

s19nss| ssauisnq
[lews 03 pajjdde sajn. jusawaje}s |eloueulj Buimoijjoj
peajsul ‘sjuswadinbai buniodal o aAIqIyoid-}sod
wouJuj — sjaysew aignd jo %9 wopoq ayj — saiuedwod
alqnd Jajjews jdwax] — Jo1|9y ssauIsng jjews

SWLIOJ3Y 3|qISSOd 934y



29

Mrs. MILLER. Thank you very much.

Next the subcommittee will hear from another one of our distin-
guished colleagues, Representative Greg Meeks from the 6th Dis-
trict of New York. He is currently serving his fifth term in Con-
gress, and he serves on the House Financial Services Committee,
and also on the House International Relations Committee. He is a
very strong advocate for consumers, and along with the other rep-
resentatives who testified today, is also a member of the Sarbanes-
Oxley listening tour.

So the floor is yours, Representative, and again, we certainly ap-
preciate you joining us today and look forward to your testimony.

STATEMENT OF HON. GREGORY W. MEEKS

Mr. MEEKS. Thank you, Chairwoman Miller and Ranking Mem-
ber Lynch.

I remember back in 2002 when the Enron scandal began to un-
fold. Week by week we learned more about the machinations of the
senior executives of Enron that would ultimately lay low the sev-
enth largest company in America, as well as one of the Big Six
audit firms.

Immediately after that, the WorldCom scandal took front and
center. Following the aftermath of numerous hearings, including us
witnessing one senior executive after another plead guilty—or
plead the Fifth—should have plead guilty—it was clear to members
of the Financial Services Committee, as well as the majority of the
rest of the House of Representatives, that Congress needed to act
to maintain investor confidence in America’s capital markets.

The resulting Sarbanes-Oxley legislation was designed to im-
prove corporate governance by holding board of directors more re-
sponsible for their oversight of the corporation, hold the CEOs and
CFOs to task if they knowingly signed off on inaccurate state-
ments, strengthening auditor standards, and forcing publicly trad-
ed companies to review, and if need be, improve their internal con-
trols that ultimately led to the production of their financial state-
ments.

Let me say, Madam Chairman, that in the 8 years that I have
sat on the Financial Services Committee, Sarbanes-Oxley is one of
the two most significant pieces of legislation we have passed, along
with Gramm-Leach-Bliley, which repealed the Depression Era
Glass-Steagall Act.

In some ways SOX is more significant because it affects all pub-
licly traded companies and not just the financial sector. After Sar-
banes-Oxley was passed and the Public Company Accounting Over-
sight Board was created, the PCAOB opened for public comment on
their proposed rulemaking for Section 404. Even then, comments
that were received by the PCAOB from companies such as Micro-
soft, addressed concerns that the audit of internal controls where
a public auditor must attend to the soundness of a company’s inter-
na}i controls system would significantly increase the cost of public
audit.

During this time period, my office began conducting meetings
with small groups of Tier 2 and Tier 3 accounting firms. The pur-
pose of the meetings was to determine if the potential increase in
the audit costs could be minimized by having the 404 work subcon-
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tracted to small accounting firms. Under SOX, there is some lee-
way for the public auditor to “rely on the work of others” in provid-
ing their attestation on the soundness of the 404 audit.

Not only did I suggest this to the PCAOB in writing during their
comment period, but my office also arranged a meeting with mem-
bers of the National Association of Black Accountants and the
PCAOB to discuss these issues. Unfortunately, this option was not
deemed viable by the PCAOB due to potential supervisory con-
straints between the major auditor and the subcontracted company.

We are now some 4 years from the passing of Sarbanes-Oxley,
and the jury appears to be deadlocked. Without question, Sarbanes-
Oxley has achieved its goals in relation to improved corporate gov-
ernance. As you know, I have joined with my colleagues, Congress-
man Kirk and Feeney, in a listening tour of companies that have
to deal with Sarbanes-Oxley compliance. Companies listed on
Nasdaq and the New York Stock Exchange, and members of the
Chamber of Commerce, seem to concur on the corporate governance
issues. There is a consensus that the board of directors have taken
their fiduciary responsibilities more seriously, including meeting
more, acting more independently of management, particularly in
relation to the audit, and improving communication with share-
holders.

Many companies have expressed how Section 404 has forced
them to review and tighten their internal controls, making them a
more efficient and secure company. This is clearly a part of what
SOX was meant to do. However, some of our intentions have back-
fired, and we are forced to recognize that phrase that we hate to
hear as legislators, “unintended consequences.” Although there are
several issues related to 404 compliance costs that I could mention,
for the sake of time, I will limit my concerns to two issues.

The first is the effect that the significant cost in financial and
human resources of SOX implementation is having on small cap
companies, particularly biotech. The second is the overall cost to
our capital markets from companies that have either delisted, not
listed, or have listed overseas.

According to a survey conducted by Financial Executives Inter-
national, member companies spent an average of $4.3 billion for
costs associated with internal control compliance. I have heard of
companies going from approximately $400,000 for audit costs to
over $1 million. According to that same FEI study, companies with
revenues over $25 billion, spent an average of more than $14 mil-
lion. The reality is that large cap companies can absorb these costs,
but small cap companies simply cannot.

In New York City we have an enclave of biotech firms. They are
small firms whose primary business is research and development
in health care, agriculture, industrial and environmental bio-
technology products. In other words, their research leads to quality
of life improvements that include cancer-related and other types of
life-saving products.

For many of these companies, documentation and testing of in-
ternal controls is the responsibility of their internal audit depart-
ments. Since in most cases there are only a few staffers, many of
whom are part time, these companies now have to hire additional
personnel or engage outside consultants to perform the required in-
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ternal control testing. Many of the smaller biotech companies have
had to redirect 10 percent of their full-time employee resources to
comply with SOX. The cost has ranged from $300,000 to $500,000
for increase in internal staff, and $800,000 to $1 million for exter-
nal consultants.

I will give you one example. A New York biotech company that
works on spinal cord injuries has a market capitalization of $99
million. It has 65 employees and survives on capital raised every
round. It has a spending rate of $4 million for clinical trial and re-
search and development for a possible product to cure spinal cord
injuries. If it spends one million on SOX compliance, that equals
25 percent of its budget. That is an opportunity cost of $1 million
that is not being spent on research to benefit humanity.

I know that it was not the intention of the Financial Services
Committee or this Congress as a whole to divert funds from life-
altering research.

My second concern, particularly as a Member from New York, is
the issue of public listings of companies; 68.7 percent of companies
are listed in the New York Stock Exchange, Nasdaq or the Amer-
ican Stock Exchange. This is a major artery in the lifeblood of the
New York economy. According to Citigroup, as of the year 2000, $9
out of every $10 raised by foreign firms through new stock offerings
was done in New York. In 2005, the $9 out of every $10 has moved
to London or Luxembourg. In addition, hundreds of small corpora-
tions have already delisted.

Let me just give you this quote as I wrap up. This is from the
March 17, 2006 article in the Houston Business Journal: “Today,
hundreds of U.S. companies are considering tapping the London
Exchange’s AIM as a promising source of quick capital. Faced with
costly compliance requirements under Sarbanes-Oxley regulations
passed 4 years ago in the United States, a growing number of
small domestic companies suddenly are more open to the idea of
crossing the ocean to use the more lightly regulated AIM. The over-
seas option is being weighed against U.S. exchanges such as
Nasdaq.”

Now, as a member of the International Relations Committee, I
am in favor of development of other countries, but not by creating
an unfair advantage against American companies and American
markets.

Let me close again by saying that I am not offering—I am not
going to offer right this second a particular solution to the day, al-
though, I do have remedies in mind. At this point I am still in a
mode of listening to companies, American and foreign, so that I can
offer a solution or support the solutions of my colleagues. I feel
comfortable that we have heard and considered the best options be-
fore choosing any to avoid creating a bigger problem.

It is also important for me to hear particularly from more minor-
ity firms, who are too often left out and not heard. And I ask all
to join with me so that we can make sure that all their voices are
here, because they are very definitely being affected by the SOX
regulations.

I end by just saying that this is not a Democrat or Republican
issue. This is an American issue, and we have to work with this
in a bipartisan manner to make sure that we don’t continue with
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unintended consequences, and that we resolve this issue fairly for
our businesses.

Thank you, Madam Chair.

[The prepared statement of Hon. Gregory W. Meeks follows:]
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Testimony of Congressman Gregory W. Meeks
Before the Government Reform Committee
April 5, 2006

Thank you, Chairwoman Miller, and Ranking Member Lynch. I remember back in
2002 when the Enron scandal began to unfold. Week by week we learned more
about the machinations of the senior executives of Enron that would ultimately lay
low the seventh largest company in America, as well as one of the Big Six
accounting firms. Immediately after that the Worldcom scandal took front and
center. Following the aftermath of numerous hearings which included witnessing
one senior executive after another plead the fifth, it was clear to Members of the
Financial Services Committee as well as a majority of the rest of the House of
Representatives that Congress needed to act to maintain investor confidence in
America’s capital markets. The resulting Sarbanes-Oxley legislation was designed
to improve corporate governance by holding Boards of Directors more responsible
for their oversight of the corporation, holding CEOs and CFOs to task if they
knowingly signed off on inaccurate financial statements, strengthening auditor
standards, and forcing publicly traded companies to review and if need be improve
their internal controls that ultimately lead to the production of their financial
statements. Let me say Mr. Chairman that in the eight years that I have sat on the

Financial Services Committee, Sarbanes-Oxley is one of the two most significant
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pieces of legislation the we have passed along with Graham-Leach-Bliley which
repealed the depression era Glass-Steagal Act. In some ways SOX is more
significant because it affects all publicly traded companies and not just the financial

sector.

After Sarbanes-Oxley was passed and the Public Company Accounting Oversight
Board was created, the PCAOB had opened public company on their proposed
rulemaking for Section 404. Even then, comments that were received by the
PCAOB from companies such as Microsoft addressed concerns that the audit of
internal control, where a public auditor must attest to the soundness of a company’s

internal control system, would significantly increase the cost of the public audit.

During this time period, my office began conducting meetings with a small group of
Tier 2 and Tier 3 accounting firms. The purpose of the meetings was to determine
if the potential increase in the audit cost could be minimized by having the 404
work subcontracted to smaller accounting firms. Under SOX there is some leeway
for the public auditor to “rely on the work of others” in providing their attestation
on the soundness of the 404 audit. Not only did I suggest this to the PCAOB in
writing during their comment period, my office also arranged a meeting with

Members of the National Association of Black Accountants and the PCAOB to



35
discuss these issues. Unfortunately, this option was not deemed viable by the
PCAOB due to potential supervisory constraints between the major auditor and the

subcontracted company.

We are now fours years from the passing of Sarbanes-Oxley and the jury appears to
be deadlocked. Without question, Sarbanes-Oxley has achieved its goals in relation
to improved corporate governance. As you know I have joined Messrs. Kirk and
Feeney, in a listening tour of companies that have to deal with Sarbanes-Oxley
compliance. Companies listed on NASDAQ, NYSE, and Members of the Chamber
of Commerce seem to concur on the corporate governance issues. There is a
consensus that Board of Directors have taken their fiduciary responsibilities more
seriously, including meeting more, acting more independently of management,
particularly in relation to the audit, and improving communication with

shareholders.

Many companies have expressed how Section 404 has forced them to review and
tighten their internal controls, making them a more efficient and secure company.
This is clearly a part of what SOX was meant to do. However, some of our

intentions have backfired, and we are forced to recognize that phrase that we hate

here as legislators, “unintended consequences”.
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Although, there are several issues related to 404 compliance cost that I could
mention, for the sake of time I will limit my concerns to two issues. The first is the
effect that the significant cost in financial and human resources of SOX
implementation is having on small cap companies, particularly biotech. The second
is the overall cost to our capital markets from companies that have de-listed, not

listed, or have listed overseas.

According to a survey conducted by Financial Executives International, member
companies spent an average of $4.3 billion for costs associated with internal control
compliance. 1have heard of companies going from approximately $400,000 for
audit costs to over $1,000,000. According to that same FEI study, companies with
revenues over $25 billion spent an average of more than $14 million. The reality is

that large cap companies can absorb these cost, but small cap companies cannot.

In New York City we have an enclave of bio tech firms. These are small firms
whose primary business is Research and Development in healthcare, agricultural,
industrial and environmental biotechnology products. In other words their research
leads to quality of life improvements to include cancer related and other types of

life-saving products. For many of these companies, documentation and testing of
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internal controls is the responsibility of their internal audit departments. Since in
most cases these are only few staff, many of whom are part-time, these companies
now have to hire additional personnel or engage outside consultants to perform the
required internal control testing. Many of the smaller biotech companies have had
to redirect 10 percent of their full time employee resources to comply with SOX.
These costs have ranged from $300k to $500k for increased internal staff, and

$800K to $1 million for external consultants.

I'll give you an example:

A New York Biotech Company that works on spinal cord injuries with public
market capitalization of $39M.- It has 65 employees and survives on capital
raised every round. Its spending rate: $4M for Clinical trial - R&D- for a

possible product to cure spinal cord injury.

If it spends $1M on SOX compliance that equals 25% of budget . Thatis
an opportunity cost of $1million dollars that is not being spent on research
to benefit humanity. | know that it was not the intention of the Financial
Services Committee or this Congress as a whole to divert funds from life

altering research.
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My second concern, particularly as a Member from New York is the issue of
public listings of companies. 68.7 percent of companies are listed in the
New York Stock Exchange, NASDAQ or the American Stock Exchange.
This is a major artery in the life blood of the New York economy. According
to Citigroup, as of the year 2000, nine out of every ten dollars raised by
foreign firms through new stock offerings was done in New York. |n 2005,
that nine out of every ten has moved to London and Luxembourg. In

addition, hundreds of small corporations have already delisted.

This is a quote from the March 17, 2006 article in the Houston Business

journal::
“Today, hundreds of U.S. companies are considering tapping the Loondon
exchange's AIM as a promising source of quick capital. Faced with costly
compliance requirements under Sarbanes-Oxley regulations passed four years
ago in the U.S., a growing number of smaller domestic companies suddenly
are more open to the idea of crossing the ocean to use the more lightly
regulated AIM. The overseas option is being weighed against U.S. exchanges

such as Nasdag.”

As a member of the International Relations Committee, | am all in favor of
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the development of other countries, but not by creating an unfair advantage

for American companies and American markets.

Let me close by saying that | am not going to offer any particular solutions
today although | have certain remedies in mind. At this point | am still in the
mode of listening to companies, American and foreign, so that when | offer
a solution or support the solutions of my colleagues, | will feel comfortable
that we have heard and considered the best options before choosing any
and possibly creating a bigger problem. It is also important to me to hear
from more minority firms who too often are left out these discussions and in

turn the solutions and | invite my colleagues to of course join me in this.

As my fellow Members at this table know, the resolution to the unintended
consequences created by Sarbanes-Oxley is not a democratic or
republican issue. ltis an issue of American economic health. Something
that concerns us all. | hope to work with Members on both sides of the aisle
on solutions that are good for corporate America, its labor force and our

capital markets.

Thank you for this time.
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Mrs. MILLER. Thank you so much. I think that was particularly
well-said.

Let me thank all of our witnesses for being here and tell you how
absolutely delighted I was to listen to all of your testimony and the
opening statements of my colleagues here as well. And being still
a relatively new Member of Congress, one of the most distressing
things for me has been the partisan atmosphere around this place.
I think we can look at this in a very bipartisan way. As you say,
before we are Republicans or Democrats, we are all Americans
first, and this is an American problem and something that we need
to address in a bipartisan way. And I think we can do so.

I was a little bit concerned, even initially, calling this hearing.
I wasn’t here when Sarbanes-Oxley originally passed; I don’t sit on
the Financial Services Committee, either and have not been an offi-
cial member of your listening tour. But I would think that you
could probably go to all 435 Members and enlist any one of them,
because we must all hear the same things in our district.

As I mentioned to our ranking member before we started here,
I am just outside of Detroit, so you can imagine all the auto suppli-
ers and the small and mid-size businesses that I come in contact
with every time I am out in my district, and they know that I am
the chairman of this Subcommittee on Regulatory Affairs. So I will
ask them, what is the biggest problem that you have with onerous
governmental burdens? And they—I mean, if you took Sarbanes-
Oxley out of the vocabulary, they would almost have nothing left
to say, because that is the first thing they want to talk about. And
this is every type of business.

So it is something that we need to look at. This is a committee
that has tried to look at various types of onerous governmental
burdens. It was interesting, we were talking about manufacturing
regulations, and here you have the National Manufacturers Asso-
ciation estimating that the structural costs of American-made
goods are 23 to 24 points higher than any of our foreign competi-
tors, and much of it is due to these kinds of things; particularly
Section 404 in Sarbanes-Oxley. And when we do see jobs leaving
our shores for other countries, like China or Mexico or India or
what have you, guess what, those countries did not put this regu-
latory burden on us. We have done it to ourselves.

So it is a very appropriate thing, I think, for us to take a good
look in the mirror and see where we can go with this.

I guess I would just throw this out to all of you as we—I think
we are all concerned, of course, that we are not viewed as going
soft on corporate governance after the rather horrific experiences
that we went through with the Enrons and Tyco, etc. But if we
were to revisit some of these corporate governance standards, do
you think that some of the companies or even the American public
might think that we are opening up a Pandora’s Box? In other
words, as bad as 404 is, that they are getting used to it? And the
cost of compliance does seem to be coming down a bit as we are
going through the second and third year of this. At least it is a
known quantity.

Mr. Kirk. Let me just briefly answer that, if we look at the mar-
kets the way the SEC does and look at companies at $750 million
in capitalization and below, and give some sort of 404 relief to $750
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and below, you still have 94 percent of public markets under full
Sarbanes-Oxley compliance controls. And so I think that we have
protected the main part of investors, especially retirement inves-
tors that are largely, 94 percent, invested in the very large compa-
nies, but we have also lifted a tremendous burden off the small em-
ployers, which employ over half of all Americans. And so I think
the way that the Small Business Advisor Committee of the SEC
and the way the Commission has looked at this dividing line is a
very helpful one for the Congress.

Mr. FEENEY. Well, I think it is a very real concern that investors
are—you know, there is an Enron trial going on as we speak. I
won’t prejudge the outcome of that, but as the chairwoman said,
there are lots of protections for investors out there. No protection
is going to work against bad apples that really want to commit out-
right fraud. And the bottom line is nothing in 404 is going to pro-
tect investors from people that are really evil. And we need to ex-
plain to Americans that regulations are appropriate and necessary;
redundancy and red tape that does not add to investor confidence
is disadvantaging Americans.

I think, you know, Madam Chairman, you put it best, is foreign
companies—to take Gregory’s biotech example—is foreign compa-
nies are not spending 25 percent or 50 percent of their bottom line
on compliance with redundant regulations and auditing, but in-
stead putting money into finding the next cure for cancer or the
next cure for AIDS. Good for humanity, but bad for the potential
for American employers and American employees, and it puts us at
a huge disadvantage.

So let’s keep what is good. Explain to Americans. I think we are
trying to build the case to keep what is good, review what is bad,
and either reform it or get rid of it.

Mr. MEEKS. Let me just concur. I think that Representative
Westmoreland said, you know, basically what we do sometimes, we
have knee-jerk reactions. And I think that we have to understand
that it sometimes happens. We react to a situation and we act fast.
But we can’t throw the baby out with the bath water. I think that
from the testimony that I have heard from a lot of individuals
around the country, they all agree that a lot of Sarbanes-Oxley is
good. But we are focusing on, and what Representative Kirk just
talked about, I believe that we can have a cap so that we can make
sure that the intention of the Members of Congress is had. And we
can do that without people coming back and talking about the fact
that we are opening up Pandora’s Box. We can do that by saying
that we still have the investors’ confidence that Congressman
Feeney just mentioned, but that we are also making sure that we
are keeping companies public or having the desire to come public
and not go overseas.

Mr. KiRk. Madam Chairman, can I add one more thing?

Mrs. MILLER. Certainly.

Mr. KirK. Because this really is about investor confidence at its
bottom. If I want to get a credit card tonight, go online at 3 o’clock
in the morning and invest in the futures in pork bellies on the
Shanghai Market, I bet there is a way to do it. And ultimately, in-
vestors will find a way around the protections that we think we
have built up around them. If we have added value, they will in-
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vest their money in American markets. If we have added costs,
they will find their way around it. That is happening with the
major investors as we speak.

Mrs. MILLER. Yes. And I think Representative Kirk made a very
good point when you were saying whether or not individual inves-
tors are actually looking at some of this data when they are decid-
i?lg to invest in an IRA or what have you. So it is an interesting
thing.

My other question would be——

Mr. Kirk. Can I just add——

Mrs. MILLER. Yes.

Mr. Kirk. My staff talked to the Commission yesterday and
asked if they had any report of any investor using a 404 disclosure
to buy or sell securities. And to date, the Commission has not one.

Mr. FEENEY. And neither do the rating services use 404. Moody’s,
Standard & Poors, they could care less about these things. And yet
they are costing Americans—one estimate—$1.1 trillion to our
economy and nobody is using the stuff.

Mrs. MILLER. Well, you know, we are from the Government. We
are here to help them. [Laughter.]

What is your opinion on the lack of direct control, sort of the wir-
ing diagram for this PCAOB, sort of the lack of direct control that
the Congress has on that? Do you think their independence from
congressional oversight is having any impact on their opinions,
their guidance?

Mr. Kirk. The Board, obviously, had some difficulties in starting
up. We went from eight employees to now over 400. So we are fi-
nally getting an ability to issue an opinion and to have some com-
mon sense in the application of the act. But we have not yet had
the tsunami of full 404 compliance hit the small business sector
yet. And that is the critical issue for the Congress. If we have 100
percent compliance requirements on the small business sector, we
should understand that we are only affecting 6 percent of public
markets but we are dramatically weakening the employers of half
of all Americans. And so that is the concern I have for the PCAOB
and their compliance burden.

Just imagine how many employers and how many public compa-
nies will be calling them, flooding their phone lines if a full re-
quirement is imposed on them.

Mr. FEENEY. Madam Chairman, the problem is that everybody in
the system is covering their rear ends. From the chief financial offi-
cer to the chief executive officer, they now have to certify total com-
pliance with all of these things even if they had no knowledge. It
is no longer a willful standard or a negligent standard, it is a zero-
mistake standard. Everybody on the board of directors has to do
that. The inside auditors that are advising the board of directors
has to do that. The outside auditors, who are not allowed to talk
to the inside auditors, they have no incentive whatsoever to use a
reasonableness standard because they are going to be held person-
ally, civilly, and perhaps criminally responsible for any mistake.

Thus the hyperbole about, you know, finding every box of paper
clips for a global company like IBM, or every box of pencils, it real-
ly has almost gotten to that point. And also, as you point out, the
Accounting Oversight Board, there is no incentive for them to be
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reasonable. The incentive is to make sure that every single box
that can be checked is checked. Nobody wants to be the guy that
lost that box of paper clips.

Mr. MEEKS. I think that what Representative Feeney just said is
right, because what he is talking about is basically reasonableness.
And there is no incentive to be reasonable as of right now. It is pro-
tect yourself at all costs. And so therefore, you know, there is no
room for you to do anything that may be a common-sense approach.
It is if I don’t make sure that I am absolutely 1,000—you know,
even in criminal jurisprudence, you have beyond a reasonable
doubt. This is not—this is zero doubt. So it is a standard that is
so high that I don’t know that it can be met.

Mrs. MILLER. Thank you.

Representative Lynch.

Mr. LYNCH. Thank you. And again, I thank the panel.

Let me ask you—and I understand the standard is a very high
one and may in fact be unrealistic and it may have, as you have
pointed out, negative consequences.

Let’s just take from the existing Section 404. I do want to point
out, though, that Section 404, when people are assessing, you
know, whether to buy a certain stock, whether to invest publicly,
they wouldn’t look at 404. They would look at the numbers, the fi-
nancial numbers, for the performance of the company itself, the
profit and loss, their value. And what 404 does is it speaks to the
accuracy or reliability of those numbers. You wouldn’t look to Sec-
tion 404. It is just a given that the companies to which it applies
must comply.

What about the idea, however, that right now Section 404 re-
quires an annual manager’s statement, an annual assessment by
the company supported by an outside auditor, you know, an inde-
pendent auditor to come in here and say that the internal controls
are in place and that they are reliable. That is a very extensive
process. That is what is driving the costs of this rule.

It would seem to me that thorough of a process does not need to
be repeated every single year, and that if in, you know, 2006 a
company goes through this—and it is a painstaking process and ex-
tremely thorough—it would seem that in 2007 it should be suffi-
cient to have those managers and the folks in control at the com-
pany certify that last year’s controls and procedures are in effect.
And that should be enough for reliability and what we are talking
about. And then in the next year, 2008, if 2 years have gone by,
obviously, there may be the need to go back to the full-blown, full-
tilt assessment again.

But even if we adopted that system, where it is not annual, that
we will trust for 1 year. If a company certifies that their internal
controls and their internal procedures are still in place to the same
degree or substantially to the same degree as they were in the pre-
vious year, that should be enough.

In my mind, that would cut everything in half without changing,
you know, a period or a comma in any of this, and it still would
provide that reliability and that accountability that we are looking
for under the bill. Because there has been some improvement on
transparency and other things that have been very good here. And
we are stuck on 404. But it just seems to me that enormous
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amounts of money and labor could be saved, without any measur-
able drop in quality of the reports and reliability for the investor,
by going to a biannual reporting or biannual manager’s statement
on the reliability of internal controls and procedures.

What are your thoughts?

Mr. Kirk. Congressman, that is a very common-sense reform
that would cut the work level in half. Also, remember what we are
talking about. With a small publicly traded company, the entre-
preneur largely sees the entire operation. We are talking about 10
and 20 employees. And so the issue of internal controls is entirely
different than for an extremely large company where you really
have some serious management issues.

But one of the things that we learned on this listening tour is
when you talk to rating agencies, like Moody’s or Standard &
Poors, which for most investors issue the critical buy and sell sig-
nal or the data package they use to asses a security, the 404 disclo-
sures are in the 10-Ks that are submitted by the publicly traded
companies. And even the rating agencies say they are not using
this data. It is so turgid, it is so user-unfriendly that it is not driv-
ing investor value for a buy or sell signal.

And then we have the issue of the London AIM Market, which
is now marketed directly as a Sarbanes-Oxley-free environment.
And I am worried because, you know, there is an unwritten story
in the 1880’s of how New York gained financial dominance over
London and became the best and least expensive way to access cap-
ital markets and the financial center of the world market was
transferred from London to the United States. They are beginning
to gain back that financial leadership.

But that is a critical issue in the rise of China. Congressman
Feeney and I, when we were talking to Chinese entrepreneurs in
the emergence of this $1 trillion economy, said now, because of Sar-
banes-Oxley, they would not think ever of listing in the United
States because of these compliance costs. And they are talking
about bringing small, $50, $100, $200 million companies to market
and they do not want to bring this work to the United States,
where 5 years ago all of the work came to the United States.

Mr. FEENEY. Congressman Lynch, you made a very common-
sense recommendation. We have actually heard a couple of rec-
ommendations and we want to hear more before we make a rec-
ommendation of which one I would think would be preferable. One
would be semiannual or every third or every fourth year have the
outside audit; your internal procedures would have to remain the
same. Another way to do it is to allow the exchanges to, for exam-
ple, have everybody pay in based on a pro rata share of their mar-
ket capitalization. If they have 1,000 companies and everybody is
the same size, pay in to a little system and then have random test-
ing like we do drug testing in some places. So that everybody has
to stay on their toes, but they do not have to be duplicating and
have this superfluous process where you have redundant mecha-
nisms.

But I would say that doesn’t resolve the whole problem. You still
have the issue of if you place this burden on small and mid-cap size
companies as it remains today, I am afraid you would never get the
next Dell or Microsoft to go public. And American—not only would
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they not grow to the size that they grew, but American investors
would never have the opportunity to invest. I also believe the mate-
riality standard is very important to address.

But if you did those three things, boy, I think you would get to
90 percent of the problem.

Mr. MEEKS. I think your approach is a common-sense approach
and I think that is what the listening tour has helped me with. I
have found that the companies that we have listened to, nobody is
really trying to avoid the scrutiny or anything of that nature. No-
body even—because they all have basically been straightforward
and honest in saying we want to make sure there is transparency,
we want to make sure that our internal controls are in place. It is
just a cost. And we have to figure out and come out with different
ideas of how we reduce the cost.

And they came up themselves, voluntarily, with various ideas,
you know, what Representative Feeney just talked about as far
as—we can even act like a system like the IRS, where there are
random audits. That would help us reduce our costs. We don’t want
to just say that we want to go back to the old way. We accept that
things have changed. But we have to bring down the costs. And I
think that is what the listening tour does. That is what has bene-
fited me, is to hear good commonplace ideas on how we can make
it better so that we don’t have the unintended consequences ruling.
And I think that we can do that.

Mr. LyNcH. OK, thank you.

I yield back.

Mrs. MILLER. Mr. Westmoreland.

Mr. WESTMORELAND. Thank you.

Mr. Kirk, you know, if you look at the total cost of WorldCom,
Enron, and Global Crossing, it is about $155 billion. And I believe
the Rochester School of Business just got through putting out the
fact that this is costing $1.4 trillion. Is that a good common-sense
approach to fighting the problem? What is the source, do you think,
of the disparity in the cost that was expected or that the SEC ex-
pected this to cost, as compared to what it is costing? And what do
you think made that difference?

Mr. KiRK. A couple of things. First of all, a lack of rationality in
what is material. That is why it is so important to go back to the
old traditional definition of materiality, because if every single lost
pencil box is a material weakness, we are going to continue to have
stories, as we do now, of CEOs spending a vast amount of their
time trying to account for every single asset or liability, you know,
almost on a real-time basis, rather than thinking about new mar-
kets and innovation and research and development that we tradi-
tionally associate with growing a company.

Another problem is we have four and a half major accounting
firms. And generally, for a small employer, they will, when they
seek to have a public accounting, will find that two or three of the
large accounting firms are conflicted out because they are already
working with competitors. And so the final accounting firm knows
that they have this company in a box and will charge a very high
price for their services.

And remember, in the world of Sarbanes-Oxley, you can’t have
one accounting firm. You have to have two. You have one account-
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ing firm to actually certify your books and another one to advise
you as to how to implement 404. And those two firms cannot co-
ordinate their activities to issue you a compliance signal or a non-
compliance signal.

So for all those reasons, we have costs that are very high.

Last, let me just say this. And this is what Congressman Lynch
pointed out, that we have—404 is a very short section of law. Enor-
mous discretion is given to the Commission and to the PCAOB.
This hearing is going to help in the process, because if we send a
signal from the Congress that we have broad-based bipartisan sup-
port for rationalizing the implementation of these regulations, the
PCAOB and the Commission can take action on their own to dra-
matically lessen this process.

I think we are in the period here where, this year, this commit-
tee and our bipartisan group of members can send that signal. And
my hope is the Board and the Commission will then take action to
relieve this burden. And then, if not, I think the time comes next
year for a listening tour to turn into a legislative tour.

But I hope that the Board and the Commission will see this ac-
tion by the Congress and take their own authority.

Mrs. MILLER. Yes, Representative Lynch?

Mr. LyNcH. I just want to clarify. I believe I misspoke. I was
talking about biennial, which is every 2 years, not biannual, twice
a year. Biennial, OK? [Laughter.]

I don’t want a riot going on out there.

Mrs. MILLER. We appreciate that clarification.

Representative Clay.

Mr. CrAy. Thank you, Madam Chair, and thank you both for
your testimony.

In terms of the cost and compliance requirements under Section
404, how well is the accounting industry responding to the needs
of industry? Are auditing firms recognizing the limits facing small-
er capitalized firms in their evaluations and recommendations for
corporate compliance? Both of you all can tackle it, please.

Mr. MEEKS. Well, that was just one of my points, where I said
we had to open it up to tier 2 and tier 3 firms, because we were
trying to make sure that there could be more competitiveness and
more firms involved. When you have just the top firms, as Rep-
resentative Kirk just talked about, they know, you know, two of the
firms are already engaged, they know that they have the compa-
nies, and they can charge whatever they want to charge. They vir-
tually have what is called a monopoly. That is driving costs up sig-
nificantly.

So I, again, suggest that we need to look again at the opportunity
of tier 2 and tier 3 firms being able to be involved as a subcontrac-
tor getting involved and I think that would help drive some of the
costs down.

Mr. CrAY. And you also mentioned some significant barriers that
prevent small-cap companies from becoming compliant. Give me an
example.

Mr. MEeEkS. What I was talking about, I mean, when you talk
about they can’t compete because they don’t have the wherewithal
to deal with the Big Four firms. And as a result, you know, you
find that many minority firms are directly affected, cannot com-
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pete, and thereby are out of business, and cannot have the oppor-
tunity to be the next Dell. We want to make sure that they are not
left out of the game. And you have a significant number of minority
accountants who are left out of the game. And this is a way that,
I think, by adding them into the game, by adding tier 2 and tier
3 firms, then you are eliminating even some of the diversity issues
that you may have in the industry by opening it up and giving ev-
eryone an opportunity.

Mr. Cray. Mr. Kirk.

Mr. Kirk. I would certainly agree that Representative Meeks has
pointed out a critical need for either the Commission or the Con-
gress to act that would help out small minority accounting firms
get into this. They don’t have that opportunity now because they
don’t have the brand name and ability to access and advise a client
in this way.

But even more importantly, in the wider market for small-cap
companies to be able to expand and grow their business, you have
to really, really think about becoming a public company now in
America, given the liabilities and uncertainties that you face be-
cause of full 404 compliance. I would like it for minority companies
to be able to go public in an easier way, not a more difficult way.
And that is the problem.

Mr. CLAY. Let me shift and share with you both, one of the rea-
sons I believe in Section 404, is that it forces companies to pay at-
tention to their information technology systems that are often sus-
ceptible to hacking, information breaches, and other activities that
have dire economic consequences. If Section 404 requirements are
not met, how can a company be certain its information system’s
proprietary data are secure? Have any of you given thought to——

Mr. Kirk. I would just say remember what we are talking about,
the information data system of a small company is probably two or
three PCs in an office. We are talking about a common-sense ap-
proach of not going overboard. These are the most dynamic and
largest employers in America, but they come in groups of 12 or 20
employees. So we are not talking about a very difficult control issue
here. You are probably talking about one office suite and a set of
computers that is similar to the set of computers in your own office.

You know, remember the irony here—404 does not imply to con-
gressional offices. Imagine the challenges you would have as a
small employer employing 18 people if you had two large account-
ing firms unleashed on your operation, and were told that one gas-
oline receipt that may have been misplaced is now a material
weakness and you could be brought—brought suit against you on
behalf of some trial lawyers.

That is the kind of issues that we are talking about, because 1
think every Member of Congress does understand that we employ
18 people, so we are exactly in the same position, management and
control, as many of the companies that we are talking about.

Mr. MEEKS. Just look at my example of the biotech firm. I mean,
this is a real example. This is what I had going—this is a biotech
firm, mostly—a lot of part-time workers, very limited staff. And
now they have to shift resources and shift people to comply, taking
them away from the research and development that their existence
is there for.
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So we have to make more of a common-sense approach to this,
because otherwise the burden of a company being able to survive
as a public company will not continue to exist, and they will stay
private.

Mr. Cray. I thank you both for the response, and I agree, we
need to find a balance.

Thank you, Madam Chairman.

Mrs. MILLER. Thank you all so very, very much. We certainly ap-
preciate your time. And, you know, this is an oversight committee
so it is appropriate, I think, that we begin a debate and have some
oversight on various issues, certainly this Section 404. And I cer-
tainly agree with you all that—I am hoping that the Commission
and the Board are listening to what is happening, as you are doing
your listening tour on this.

Hopefully, this can’t be any secret to them, the problems that are
out there and that in a bipartisan way the Congress does intend
to take some action if they don’t become a little more proactive
themselves and look at some common-sense solutions as well.

So again, we appreciate your time sincerely. We adjourn for the
next panel to be seated.

[Recess.]

Mrs. MILLER. OK. We will call the committee back to order. Since
this is an oversight committee with subpoena authority, although
we did not swear in the last panel, I do hope that you will bear
with us and please rise and raise your right hands. I would like
to swear you in.

[Witnesses sworn.]

Mrs. MILLER. Thank you very much.

Our first witness on the second panel is Grace Hinchman, who
joined the Financial Executives International in 1999 as vice presi-
dent for government relations. In 2000, she was promoted to senior
vice president of public affairs. FEI is a professional association for
senior-level corporate financial executives and is dedicated to ad-
vancing ethical and responsible financial management.

The floor is yours, Ms. Hinchman. We certainly appreciate you
joining with us today.

STATEMENTS OF GRACE L. HINCHMAN, SENIOR VICE PRESI-
DENT, FINANCIAL EXECUTIVES INTERNATIONAL; RICHARD
A. HUBBELL, CHIEF EXECUTIVE OFFICER, RPC & MARINE
PRODUCTS CORP.; ROBERT P. DOWSKI, CHIEF FINANCIAL
OFFICER, ALLIED DEFENSE GROUP [ADG]; ALEX J. POL-
LOCK, RESIDENT FELLOW, AMERICAN ENTERPRISE INSTI-
TUTE; AND DAMON A. SILVERS, ASSOCIATE GENERAL COUN-
SEL, AMERICAN FEDERATION OF LABOR AND CONGRESS OF
INDUSTRIAL ORGANIZATIONS

STATEMENT OF GRACE L. HINCHMAN

Ms. HINCHMAN. Thank you, Madam Chairman Miller, Ranking
Member Lynch, and members of the subcommittee, for this oppor-
tunity to appear before you today. My name is Grace Hinchman,
and I am senior vice president of FEI. It is the leading organization
of 15,000 members, including CFOs, treasurers, controllers, and
other financial executives.
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FEI members represent the preparer community; that is, the fi-
nancial executives responsible for the preparation of financial
statements. Importantly, we are also users of financial statements,
relying on financial reports of other companies in our investment
and credit decisions. In both roles as a preparer and as a user, we
welcome today’s hearing.

FEI strongly supports the goals of Sarbanes-Oxley. Overall, the
SEC and the PCAOB have done an impressive job in striking a bal-
ance between efficiency and cost-effectiveness, while maintaining
the intent of the statute. However, the rules and standards related
to the implementation of Section 404 require significant attention.

Although the SEC maintains final authority over the rules and
standards to implement the requirements of 404, much of the rule-
making and standard setting has come from the PCAOB’s Auditing
Standard No. 2 [AS2].

Since the SEC’s approval of AS2 in June 2004, the PCAOB and
the SEC have released additional guidance to supplement AS2
through policy statements, detailed staff Q&As and roundtable dis-
cussions. FEI recognizes that this additional guidance has been
helpful to both preparers and auditors alike, but they have fallen
short in providing a completely effective and efficient implementa-
tion process.

FEI firmly believes that Section 404 is workable and does not re-
quire congressional action. Both the SEC and the PCAOB have the
authority today to right-size AS2 and Section 404 so they meet the
capabilities of all public companies, large and small.

I would be remiss if I did not mention the overall cost/benefit of
Sarbanes-Oxley. As recently as last month, FEI surveyed 274 pub-
lic company members with average revenues of nearly $6 billion to
gauge Section 404 compliance costs, and this survey is the fourth
survey that we have done over the last several years, and Con-
gressman Meeks had made reference to one in his testimony.

The survey that we just did in March, last month, showed that
in total companies audit attestation fees represent 44 percent of
their total annual audit costs. The average company, which is a
company of $6 billion in annual revenues, expended approximately
$1 million in internal costs, or approximately 21,000 internal peo-
ple hours. For year two filers, this average was only a 12-percent
decrease from their first year of implementation. External costs for
non-auditor-related consultants and vendors were $2.3 million.
This was a decrease of approximately 22 percent for year two filers.
Finally, audit fees were approximately $1.4 million, or a decrease
of 13 percent for year two filers.

What this survey shows is that while companies have experi-
enced some reduction in their cost of compliance, primarily their
external costs, they are less than we had anticipated. As a result,
the costs of Section 404 remain high and continue to be dispropor-
tionate to the requirements of annual compliance.

In conclusion, FEI is confident that the SEC and the PCAOB are
up to the task of right-sizing compliance requirements of Section
404 of Sarbanes-Oxley and they possess the authority to meet this
challenge. We believe that a more balanced approach will be
achieved and that this right-sizing will further reduce the costs of
Sarbanes-Oxley.
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That concludes my remarks, and I would like to thank Madam
Chairwoman and the members of the subcommittee for inviting
FEI to participate in today’s hearing.

[The prepared statement of Ms. Hinchman follows:]
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Thank you Chairman Miller, Ranking Member Lynch and Members of the Subcommittee for this
opportunity to appear before you today. | have prepared remarks, | would respectfully request

that the full text of my testimony and all supporting materials be entered into the public record.

My name is Grace Hinchman and | am the Senior Vice President of Financial Executives
international (FEI). FEI is the leading organization of 15,000 members including CFOs,
Treasurers, Controllers, and other senior financial executives. | am pleased to have the
opportunity to share the views of our members with you today on the important issue of the
SEC's implementation of the Sarbanes-Oxley Act and in particular Section 404 of the Act, which

addresses internal control over financial reporting.
STRENGTHENING CORPORATE GOVERANCE, INTERNAL CONTROLS

First, FEI strongly supports the goals of the Sarbanes-Oxley Act, as it has enhanced the role of
corporate financial executives and created a greater appreciation for their role within the
corporate environment and among the public generally. Specifically, Section 404 of the Act has
also strengthened the ability of financial executives to institute continuous improvements in
internal controls and financial reporting and to gain enhanced “buy-in" by all employees of the

need for strong internal controls. The Act has resuited in the following positive developments:

¢ Strengthening the tone at the top by requiring certifications of financial statements by
CEOs and CFOs, and by requiring management and auditors' reports on internal
controls over financial reporting;

» Strengthening the incentives for high quality financial reporting that can be relied upon

by the public, by increasing penalties for doing otherwise, including, importantly; the
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federal sentencing guidelines for criminal conduct in connection with fraudulent financial
reporting;

* Strengthening the requirements for audit committees, which play such a critical role in
corporate governance on behalf of the investing public;

+ Making the internal control process more rigorous, and heightening accountability; and

« Limiting transactions such as loans to officers, which is part and parcel of good

corporate governance.

Even before Sarbanes — Oxley, internal controls were a long established management tool
used to detect and correct deficiencies. Companies have long had what are referred to as
“management letters” from their auditors in which certain internal control weaknesses are noted
in addition to reports of their own internal audit staff. The Sarbanes-Oxley Act has added
gravitas to the impact of any reports of substantive internal control weaknesses and the need to
correct them by raising the bar of public disclosure of material weaknesses. Today, public
companies, both large and small, must show that their system of internal control over financial
reporting is effective and without material weaknesses. This focus on strength and
effectiveness in a company’s system of internai controls should enhance a shareholders faith in
the integrity of a company'’s financial reporting data. FEI believes it is critical, that in order for
Section 404 of Sarbanes-Oxley to be most effective, requirements of a management
assessment and supporting attestation on internal controis must be integrated with
management's and auditor's efforts surrounding the presentation and audit of a company’s

financial reporting.

Overall, FEI believes that the heightened emphasis on internal controls, corporate governance
and the enhanced role of financial executives brought about by Sarbanes — Oxley have all been

very positive.
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IMPLEMENTING THE SARBANES-OXLEY ACT OF 2002

While many of the mandates of the Sarbanes-Oxley Act were effective upon the adoption of the
legistation, much of the Act directed the SEC and PCAOB to develop the “rules” of
implementation of the Act. Generally, the SEC and the PCAOB have done an impressive job in
fuifilling a difficult task by striking a balance in efficiency and cost effectiveness while
maintaining the integrity and intent of the statute. However, the rules and standards related to

the implementation of Section 404 of the Act still require significant attention.

| would be amiss if | did not acknowledge the SEC'’s recognition of the additional “regulatory
overload” its proposal to accelerate the 10-K and 10-Q filing deadlines presented to publicly
held companies especially in light of the new Sarbanes — Oxley compliance requirements.
Moreover, the Commission has remained mindful of this “regulatory overload” by remaining
flexible and demonstrating a willingness to postpone the final implementation of the accelerated

filing deadlin